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Students’ Department
H. P. Baumann, Editor
AMERICAN INSTITUTE EXAMINATIONS
[Note.—The fact that these solutions appear in The Journal of Ac
countancy should not cause the reader to assume that they are the official
solutions of the board of examiners. They represent merely the opinions of
the editor of the Students' Department.]

Examination in Accounting Theory and Practice—Part II
May 12, 1933, 1:30 P.M. to 6:30 P.M.
The candidate must answer any two of the first three questions, No. 4, and
No. 5 or 6.
No. 3 (27 points):
From the following data, revise as of December 31, 1929, the machinery,
depreciation reserve, surplus and income accounts for the year 1929, wherever
necessary, and prepare a schedule showing loss or gain on dismantlements.
State what you would advise your client to do with regard to federal taxes,
giving your reasons for such advice.
The S Novelty Company was organized January 1, 1926, to take over the
business (including the machinery) of three other companies. Capital stock
of $1,500,000, in shares of $100 par value each, was issued, $750,000 for cash
and $750,000 for the appraised value of the machinery of the three companies
which were consolidated to form the S Novelty Company. No stock was issued
except for cash or the machinery of the constituent companies, working capital
being provided from the proceeds of the sale of stock.
The company’s operations were carried on in a rented building. The annual
profits and losses of the company from 1926 to 1931, as shown by the books
and as returned for federal income taxes, were:
Year
Loss
Profit
1926........................................................... $100,000
1927...........................................................
90,000
1928...........................................................
10,000
1929...........................................................
$200,000
1930...........................................................................
220,000
1931...........................................................................
180,000
On February 28, 1932, after the books of the company had been closed for the
year 1931, an internal-revenue agent visited the office to examine the records
regarding the federal-income-tax return for the year 1929. As the company
had shown losses up to the end of 1928, their federal-tax returns had been
accepted as rendered. After the agent had been working on the books a few
days, he informed the president of the company that an additional federal
tax would be demanded for the year 1929, based on an additional income of
$54,600, claiming that this increase was due entirely to an adjustment of
depreciation. He agreed to the rate of 10 per cent on plant and machinery and
also to the use of the beginning balance in the machinery account as the base
for the calculation of depreciation.
You are called upon, at this time, to advise the president of the company as
to the proper course to pursue, and you are given an abstract of the machinery
account from the ledger, which is as follows:
1926
Dr.
Cr.
Jan. 1 Capital stock (7,500 shares)...................
$ 750,000
Cash............................................................
100,000
Cash............................................................
$ 20,000
Depreciation.................................................................
1927 Cash............................................................
150,000
Cash...............................................................................
Depreciation.................................................................
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75,000

10,000
83,000
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1928

Cash............................................................
Cash...........................................................
Jan. 1 Appraisal....................................................
Depreciation..............................................
1929 Cash ............................................................
Cash............................................................
Depreciation..............................................
1930 Cash............................................................
Cash............................................................
Depreciation..............................................
1931 Cash............................................................
Cash............................................................
Depreciation..............................................
Dec. 31 Balance......................................................

Dr.

Cr.

$ 200,000
500,000

100,000

50,000
20,000

$1,870,000

$

50,000

147,000
10,000
162,000
15,000
171,000

5,000
174,500
947,500
$1,870,000

You are shown, also, a copy of the appraisal at January 1, 1926, on the basis
of which the stock was issued, and a copy of another appraisal as of January
1, 1928, on the basis of which the charge of $500,000 was made to the machinery
account in that year.
The bookkeeper has kept memoranda of the machinery sold or scrapped, as
follows:
In the year 1926, machinery included in the appraisal of January 1, 1926,
and valued at $30,000, scrapped or sold, realized $20,000, and $500 was spent
in tearing it down and preparing it for shipment.
In 1927, machinery appraised at $14,000 as at January 1, 1926, was sold
for $9,500 and a stamping machine bought in 1926 for $2,000 was scrapped and
sold for $500. The expense of tearing down this machinery and preparing it
for shipment was $300.
In 1928, the hydraulic presses, included in the appraisal of January 1, 1926,
and valued at $70,000, were sold for $45,000 to make room for more modern
equipment. The expense of tearing down and preparing for shipment was $750.
These presses were valued at $75,000 in the appraisal of January 1, 1928.
Special machinery bought in 1926 for $10,000, which was appraised at
$15,000 on January 1, 1928, was sold during 1928 because the work for which
it was purchased was no longer performed by the company. The company
received $5,000 from the sale, and $250 was spent in removing the machinery
and shipping it to the purchaser.
In 1929, miscellaneous machinery included in the appraisal of January 1,
1926, at $15,000 and in the appraisal of January 1, 1928, at $16,000, was sold
for $9,000. Preparation for shipment cost $250.
A special machine, purchased in 1927 for $2,000, was sold in 1929 for $1,000,
the purchaser paying all freight and dismantlement charges.
Similar memoranda were kept for the years 1930 and 1931.
Note.—The figures subsequent to 1929 are given here merely for informa
tion.
Solution:
This problem presents several interesting features, all of which have an im
portant bearing on the solution, as discussed below:
Depreciation on additions
The problem states “He (the revenue agent) agreed to the rate of 10 per
cent., on plant and machinery and also to the use of the beginning balance in
the machinery account as the base for the calculation of depreciation.” The
words “he agreed” may merely indicate that the agent consents to the com
pany’s past practice in this regard; they may also mean that the company
affirmatively desires to use this basis, in which case it is required in the
solution.
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Accepted practice, and the income tax department, recognize the applica
tion of one-half the annual depreciation rate on additions and retirements
during the year. The conditions of the problem appear to argue against this.
Furthermore, while the tax authorities would undoubtedly agree to a 5 per cent
charge on additions, they would probably require that all of the company’s
returns be restated on this basis, and it is to be noted that in this manner the
1926 loss would be increased by 5 per cent of $70,000, or $3,500. Since the
1926 loss is not entirely applied against future taxable income, this $3,500 will
be lost as a deduction for tax purposes.

Appraisal

Several assumptions may be made with regard to the $500,000 amount
charged to the machinery account on January 1, 1928. On the theory that
data given in the problem are presumed to be correct unless there is indication
of error, the $500,000 may be assumed to be the excess of appraisal value
over cost.
Depreciation on appreciation
On January 1,1928, the date of the appraisal, the property accounts appeared
as follows:
Cost........................................... $954,000
Depreciation reserve..............
151,000

Net............................................

$803,000

The machinery appearing in these accounts was being depreciated on a 10
per cent basis, and, accordingly, would be extinguished as follows;

Acquired
January 1, 1926
During 1926
During 1927

Remaining life
Extinguished
from Jan. 1, 1928
December 31, 1935
8years
December 31, 1936
9years
December 31, 1937
10years

The appraisal increase of $500,000 which was put on the books on January 1,
1928, should be depreciated over the remaining life of the machinery to which
it applies; i.e., some 8, some 9, and some 10 years. There is no basis, however,
for spreading the $500,000 over the 8-year, 9-year, and 10-year assets. Further
more, it can not be assumed that the $500,000 applies ratably over all of the
machinery on hand at the time of the appraisal, because specific mention is
made of two machines, costing $70,000 and $10,000 respectively, with the same
appreciation—$5,000. Also, it is incorrect to write off the $500,000 apprecia
tion over the next ten years at the rate of 10 per cent., since that part of the
$500,000 which applies to the machinery acquired January 1, 1926, for example,
will remain on the books two years after the cost of the machinery has been
written off.
The main point of this problem is the re-statement of income from the tax
angle; since this is not affected by appreciation, and since no exact computation
of depreciation on appreciation is possible, the 10 per cent rate is used in
this solution.
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December 31

1929

1928

1927

1926

December 31

1929

January

1928

1927

January

1926

Dismantlements ...................................................................................................
Provision ..............................................................................................................

Dismantlements ...................................................................................................
Provision...............................................................................................................

Dismantlements ...................................................................................................
Provision ...............................................................................................................

Dismantlements...................................................................................................
Provision ...............................................................................................................

Reserve for depreciation

Debit

$

$

35,400

6,400

23,000

3,000

3,000

Debit

$1,300,000

100,000

200,000

150,000

$ 750,000
100,000

T he S N ovelty C ompany

Cash ......................................................................................................................
Dismantlements ...................................................................................................

Appraisal..............................................................................................................
Cash .......................................................................................................................
D ismantlements...................................................................................................

Cash .......................................................................................................................
Dismantlements...................................................................................................

Cash ......................................................................................................................
Dismantlements ...................................................................................................

Capital stock ........................................................................................................

Machinery account

T he S N ovelty C ompany

$359,800

107,400

95,400

82,000

$500,000

Debit

324,400

223,400

151,000

72,000

Balance

$

$

1,200

200

1,000

Debit

$11,000

1,000

$10,000

Credit

$99,000

49,000

$50,000

Credit

97,800

$ 49,000

Balance

489,000

490,000

$500,000

Balance

Appreciation

Appreciation

1,157,000 $500,000

1,074,000

954,000

820,000

$ 750,000

Balance

$ 75,000 $

Credit

Cost

$143,000

17,000

80,000

16,000

$ 30,000

Credit

Cost
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$90,000

Purchased

Jan.

$143,000 $35,400

$107,600

$17,600

$2,050 $19,650

4,750
3,250
250
600

$ 7,500

penses

and ex-

$

$359,800

$467,000

$107,200

$107,200

$1,200

500
200

$ 500

Depreciation

$17,600

3,000
7,000
600

$ 7,000

tlement

year
$107,000*
92,000*
34,600
254,000

‘

$9,800

$4,500
4,500
800

Loss

Appraisal basis

$29,450

600

1,050

9,250
7,750

$ 7,500

penses

and ex-

Total

$107,000*
199,000*
164,400*
89,600

Total

Loss
Surplus (deficit*)
on
---------------- -------------disman- For the

$11,000

$ 5,000
5,000
1,000

Appreciation

Loss* ---------------------- ---------------------- Adjusted
(Per
As
Per
Excessive
profit
books)
corrected
books deduction
Loss*
$100,000* $ 75,000 $ 75,000
$100,000*
90,000*
82,000
83.000 $ 1,000
89,000*
10,000*
95,400
147,000
51,600
41,600
200,000
107,400
162,000
54,600
254,600

T he S N ovelty C ompany
Adjustment of profits and surplus— 1926 to 1929
Profit
Depreciation

1926
1, 1926
1926
Jan. 1, 1926
1927

Jan. 1, 1926
Jan. 1, 1926

1926..........................................................................................................
1927..........................................................................................................
1928..........................................................................................................
1929..........................................................................................................

Totals ...................................

1929..............................................

1928..............................................

Sold
1926..............................................
1927..............................................

Sales
price
$20,000
9,500
500
45,000
5,000
9,000
1,000

Book value at date of sale
------------------------------------- Loss
DepreExCost
ciation
Net
Loss
penses
$ 30,000 $ 3,000 $ 27,000 $ 7,000
$ 500
14,000
2,800
11,200
1,700
2,000
200
1,800
1,300
70,000
21,000
49,000
4,000
750
10,000
2,000
8,000
3,000
250
15,000
6,000
9,000
250
2,000
400
1,600
600

Schedule of losses on machinery disposals—January 1, 1926, to December 31, 1929
Cost basis
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loss
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The S Novelty Company
Capital surplus

Credit

Debit
1928
Jan. 1

Appreciation...................................................
Dismantlement..............................................
Depreciation...................................................

$ 9,000
50,000

Dismantlement.........................
800
Depreciation...................................................
Balance...........................................................

49,000
391,200

$500,000

1929

Dec. 31

$500,000

$500,000

With respect to the federal income tax, the S Novelty Company should file
amended returns for the years 1926 to 1929 inclusive, in order to substantiate
the net loss for the year 1926 to be applied against the profit now shown for the
year 1928, and to show the increase in the net loss for the year 1927 to be applied
against the taxable income for the year 1929.
The amended returns would show the retirement losses as well as the cor
rection of the depreciation expense. The revenue agent’s adjustment of
$54,600 for the year 1929 represents only the reduction in the depreciation
expense.
The question of depreciation on additions during the year was discussed
on page 295.
No. 4 (36 points):
From the following trial balance and supplementary information, you are to
prepare a balance-sheet, as at December 31, 1932, and the related profit-andloss account for the year ended that date. Formal journal entries are unneces
sary.
The balance-sheet is to be prepared for a certain creditor, who has guaranteed
the payment for your services, and you are requested to make all necessary ad
justments, regardless of amount, and to give effect through such adjustments to
transactions, valuations or reclassifications which would affect the financial
position of the company, rather than through the use of footnotes or qualifica
tions.

General Furniture Company
Trial balance, December 31, 1932
Cash..................................................................................
Notes receivable—trade.................................................
Accounts receivable—trade...........................................
Reserve for bad debts....................................................
Inventories.......................................................................
Advances and loans........................................................
Investments......................................................................
Prepaid insurance and other expense..........................
Cash-surrender value of life insurance policy............
Land..................................................................................
Buildings...........................................................................
Equipment........................................................................
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Dr.
$ 100,000
150,000
650,000

Cr.

$

750,000
50,000
150,001
22,550
5,000
500,000
730,000
350,000

55,000
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Dr.

Reserve for depreciation................................................
Notes payable—American City State Bank..............
Drafts payable.................................................................
Accounts payable............................................................
Accrued interest, wages, taxes, etc...............................
Note payable—J. B. Lee...............................................
First mortgage bonds, 6 per cent due June 1, 1938..
Capital stock—13,000 shares of $100 par value each
Unissued capital stock....................................................
Surplus..............................................................................
Sales..................................................................................
Cost of sales.....................................................................
Selling expense.................................................................
Administrative expense..................................................
General expense...............................................................
Interest paid....................................................................
Interest received..............................................................

$

57,450

Cr.
$ 195,000
550,000
5,000
420,000
40,000
50,000
500,000
1,300,000

575,001
2,000,000

1,500,000
400,000
150,000
100,000
32,500

7,500
$5,697,501 $5,697,501

An analysis of the accounts discloses that cash is composed of
Working funds.....................................................................................
Balance in First National Bank (closed October 15, 1932).........
Balance in First State Bank (closed December 15, 1932)...........
Balances in other banks.....................................................................

Deduct: Overdraft in Second State Bank account................. ...
Net cash balance—per trial-balance............................................

$

8,000
1,000
3,500
90,000

$102,500
2,500
$100,000

Note.—Make no provisions for loss on balances in closed banks.

Notes comprise $30,000 due in 1933, $35,000 due in 1934, and $85,000 due in
1935. All these notes are pledged against a bank loan.
Inventories consist of raw material and supplies to the amount of $150,000
and finished product to the amount of $600,000. Raw material and supplies
are valued at the lower of cost or market, and finished product at cost as de
termined by the company. Upon investigation it is found that, due to low pro
duction, overhead expenses are abnormally high and that if the company’s
cost had been so calculated as to include an overhead rate based on normal
production, the overhead included in the inventories would be reduced by
$100,000.

Investments comprise
Listed bonds, at cost....................................................................... $140,000
Stock of A B Lumber Co., at cost...................................................
10,000
100 shares ($100 par value each) of First National bank stock,
at the nominal value of..............................................................
1

$150,001
The market value of the listed bonds is found to be $120,000. There is no
trading in the stock of A B Lumber Co., but from a balance-sheet of that com
pany submitted to you, it is ascertained that the cost at which this stock is
carried is not in excess of the book value thereof, as shown by the balance-sheet
of the A B Lumber Co.
Advances and loans, at December 31, 1932, consist of a loan with interest
paid to December 31, 1932, to Adams Chemical Co., of $50,000, against which
700 shares of the capital stock of General Furniture Co. were held as collateral.
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These 700 shares had a market value at December 31, 1932, of $80 per share.
The loan became due December 30, 1932, and under date of January 10, 1933,
the Adams Chemical Co. stated that it was unable to reduce the loan or to pro
vide additional collateral and assented to the forfeiture of the 700 shares of col
lateral stock in cancellation of the indebtedness.
An examination of the advances-and-loans account discloses that the presi
dent, J. A. Stewart, had paid off a loan (carried since June 1, 1930) of $25,000
on December 27, 1932, and that on January 6, 1933, a loan of the same amount
was again made to Mr. Stewart.
The company is carrying a life-insurance policy, of the face value of $100,000,
on the life of the president, the cash-surrender value of which at December 31,
1932, was $5,000. This policy was pledged under the indenture securing the
company’s bond issue.
The American City State Bank has confirmed its loans to the company in
the amount of $550,000. Collateral held by the bank consisting of bonds, notes
receivable and accounts receivable, has been found to agree with the company’s
record, and to comprise all of its bonds and notes receivable, and $200,000 of its
accounts receivable.
Drafts payable in the amount of $5,000 represent outstanding drafts of the
company, used in lieu of bank cheques to avoid federal taxes, in a form ap
proved by the company’s counsel for this purpose.
The note payable in favor of J. B. Lee, vice-president of the company, has
been confirmed by Mr. Lee. It is a demand note, dated June 1, 1930, bearing
interest at the rate of 5 per cent. Interest on this note has been paid, or ac
crued, by the company to December 31, 1932.
Unissued capital stock, shown on the trial-balance in the amount of $57,450,
is found to represent 400 shares of unissued stock and 200 shares of reacquired
stock at a cost of $17,450. The acquisition of 700 shares of collateral, forfeited
by Adams Chemical Co., has not been recorded on the books.
Note.—In preparing your balance-sheet, do not carry any treasury stock on
the asset side thereof.
An analysis of surplus is as follows:
Undistributed profits to December 31, 1931....................................... $405,000
Surplus arising from appraisal of properties, December 30, 1928,
less depreciation thereon to December 31, 1932........................
150,000
Premium on sale of capital stock..........................................................
30,000
Credit for plant site donated by chamber of commerce in 1920. . .
25,000

$610,000

Deduct:
Write-down of inventory of new line of cabinets intro
duced in 1932.................................................................
Write-down of First National Bank stock....................

$25,000
9,999

Balance...........................................................................

34,999

$575,001

Commitments for the purchase of materials at December 31, 1932, aggre
gated $100,000, for which the market price, at that date, was $90,000.
Solution:
The following adjusting journal entries are given for explanatory purposes
only, and are not to be considered as a part of the required solution.
(1)
Cost of sales.............................................................................
Inventory—finished goods.............................................
To eliminate the excessive overhead included as a part
of the cost of the finished goods inventories.
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$100,000

$100,000
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Prepaid insurance and other expenses...

Listed bonds (cost $140,000) at market
price, pledged to secure bank loans

---------------

22,550

120,000 $1,463,000

650,000

130,000

Outstanding 11,700 shares ......................

Unissued ... 400 shares
T reasury... 900 shares

Less:

$1,170,000

After giving effect to (1) the acquisition on January 10, 1933, of 700 shares of treasury stock in settlement of a note for $50,000, and (2) the loan of $25,000
made to the president, J. A. Stewart, on January 6, 1933.
Liabilities and net worth
Assets
Current liabilities:
Current assets:
Notes payable —American City State Bank—se
Cash:
cured by marketable bonds, $120,000, notes
Working fund ..................................... $ 8,000
receivable, $150,000, and accounts receivable,
Cash in banks .....................................
65,000
$200,000, per contra ................................ $ 550,000
Bank overdraft—Second State Bank ........................
2,500
Total ................................................ $ 73,000
Accounts payable .........................................................
420,000
Less: drafts outstanding ...................
5,000 $ 68,000
Accrued interest, wages, taxes, etc ..................................
40,000
Note payable—J. B. Lee, vice-president—dated
Due from customers:
June 1, 1930, payable on demand .............
50,000 $1,062,500
Pledged to secure bank loans:
Notes receivable—due in 1933. . . $ 30,000
First mortgage 6% bonds—due June 1, 1938, secured
Accounts receivable.......................
200,000
by a first mortgage and by an insurance policy
for $100,000 on the life of the president...........
500,000
T otal ................................................ $ 230,000
Reserve for loss on purchase commitments:
Accounts receivable—not pledged . .
450,000
Cost of materials contracted for ............................ $ 100,000
Market value ................................................................
90,000
10,000
T otal ................................................ $ 680,000
Less: reserve for bad debts ...............
55,000
625,000
Contingent liability as owner of 100 shares of the
closed First National Bank ..................... $ 10,000
Inventories:
Raw materials and supplies—at the
lower of cost or m arket ............. $ 150,000
Net worth:
Finished goods, at cost as determined
Capital stock —par value $100 per share —
by the company, after deducting
Authorized, 13,000 shares ......... $1,300,000
excessive overhead due to sub
normal production ......................
500,000

Balance-sheet—December 31, 1932
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$1,080,000
195,000

Total ................................................
Less; reserves for depreciation .............
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Other assets:
Advance to J. A. Stewart, president—
made January 6, 1933 .....
Cash in closed banks:
First National Bank ...................... $
First State Bank ................................

....

Cash surrender value of life insurance
policy for $100,000, pledged to
secure the first mortgage bonds. .
Stock of A B Lumber Co., at cost
Stock in First National Bank—closed—
100 shares of $100 par value each

1,000
3,500

4,500

1

5,000
10,000

$ 120,000

$ 500,000

$ 25,000

35,000
85,000

350,000

Equipment ..............................................

Investments:
Customers’ notes pledged to secure
bank loans:
Due in 1934......................................... $
Due in 1935.........................................

$ 730,000

Buildings..................................................

at cost) :
Land .....................................................

Fixed assets (at appraised values Decem
ber 30, 1928; subsequent additions

$3,035,051

29,500

135,001

150,000

Arising from appraisal of properties,
December 31, 1928, less depre
ciation thereon to December 31,
885,000$1,385,000 1932..............................................

65,001

30,000
25,000
22,550

$

Earned .................................................
Premium on sale of capital stock . ..
Donation of plant site .......................
Discount on treasury stock ..............

Surplus:

$292,551

$3,035,051

$1,462,551

Students' Department
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(2)
Surplus...................................................................................... $ 20,000
Investments.....................................................................
$ 20,000
To write down the value of the listed bonds to market
value at December 31, 1932.
(3)
Treasury stock.........................................................................
70,000
Advances and loans........................................................
50,000
Discount on treasury stock...........................................
20,000
To record the forfeiture of collateral on loan to Adams
Chemical Co.
(4)
Advance to officer—J. B. Stewart........................................
25,000
Cash..................................................................................
25,000
To record cash advance made to Mr. Stewart on Janu
ary 6, 1933.
(5)
Treasury stock.........................................................................
20,000
Unissued capital stock...................................................
17,450
Discount on treasury stock...........................................
2,550
To set out the 200 shares of treasury stock (cost $17,450)
which is carried as unissued capital stock.
(6)
Cost of sales.............................................................................
25,000
Surplus..............................................................................
25,000
To transfer write-down of inventory of new line of cabi
nets introduced during 1932 to cost of sales.
(7)
Surplus......................................................................................
10,000
Reserve for loss on purchase commitments..................
10,000
To provide for the difference between purchase price and
market price of the purchase commitments at December
31, 1932.
General Furniture Co.

Statement of profit and loss—year ended December 31, 1932
Sales......................................................................................
$2,000,000
Cost of sales.........................................................................
1,625,000

Gross profit on sales...........................................................
$ 375,000
Operating expenses:
Selling expense................................................................. $400,000
Administrative expense..................................................
150,000
General expense.......................................................
100,000
650,000

Loss on operations..............................................................
Financial expense:
Interest paid....................................................................
Less: interest received....................................................
Net loss.................................................................................
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$ 275,000

$ 32,500
7,500

25,000
$ 300,000

Students’ Department
Extraordinary charges:
Reserve for loss on purchase commitments..................
Write-down of bank stock.............................................
Net loss to surplus..............................................................

$ 10,000
9,999

$ 19,999
$ 319,999

(Decline in value of bonds cannot definitely be allocated to 1932.)
No. 5 (10 points):
An old, established corporation, whose books have never before been audited
by a public accountant, requests you to make an examination of its accounts
as of December 31, 1931.
As a result of your examination, you find the following items included in the
accounts:
Debits
Appreciation of land....................................................................... $ 800,000
Appreciation of buildings...............................................................
200,000
Trademarks......................................................................................
2,000,000
Treasury stock—5,000 shares at cost...........................................
180,000
(market value, $30,000)
Credits
Reserve for depreciation on appreciation of buildings.............
15,000
Capital stock, consisting of 200,000 shares of $50 each...........
10,000,000
Surplus balance, including net earnings plus credits arising
from book valuations of trademarks, appreciation, etc., and
after deduction for all dividends paid or declared................
15,000
You have convinced the officers that the value set up for appreciation of land,
buildings and trademarks should be eliminated and the treasury stock canceled.
Since there is insufficient surplus to absorb these adjustments, it has been sug
gested that they be made against the stockholders’ net equity and that new
shares of no par value be exchanged for the present shares outstanding, on the
basis of one new share for one old share.
The plan has been duly approved by the stockholders and the change in
capital has been properly authorized, effective as of January 1, 1932.
You are now requested to furnish the necessary entries to record the new set
up, in order to prepare and submit a balance-sheet as of March 31, 1932. In
the period from December 31, 1931, to March 31, 1932, the net earnings from
operations amounted to $40,000. No dividends were paid or declared. All
the old shares outstanding have been exchanged for the new ones.
(1) Submit your adjusting journal entries, giving effect to the reorganization
of capital, the elimination of all items of appreciation and intangibles, and the
cancellation of treasury stock.
(2) Show the amount of the capital-stock account at March 31, 1932, and
the manner in which the account would be stated on the balance-sheet at that
date.
(3)
What is the balance in the surplus account at March 31, 1932?
(4) What footnote, if any, would you place on the balance-sheet submitted
as at March 31, 1932?
Solution:
(1) Adjusting journal entries:
(1)
Surplus..............................................................................
Appreciation of land...............................................
Appreciation of buildings......................................
Trademarks..............................................................
To write off the appreciation of land and buildings,
and trademarks to surplus account.
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(2)
Reserve for depreciation on appreciation of buildings $ 15,000
Surplus......................................................................
$ 15,000
To write off the reserve for depreciation on appre
ciation of buildings to surplus account.
(3)
Capital stock...................................................................
250,000
Treasury stock........................................................
180,000
Surplus......................................................................
70,000
To record the cancellation of 5,000 shares of treas
ury stock (par $100 per share), which were carried
at cost, $180,000.
(4)
Capital stock....................................................................
9,750,000
Surplus......................................................................
2,900,000
Capital stock—no par value...................................
6,850,000
To record the exchange of 195,000 shares of the new
no-par-value stock for an equal amount of the old
capital stock of a par value of $50 per share.
(2) Net worth:
Capital stock—no par value—authorized, 200,000
shares;
Outstanding, 195,000 shares.................................
6,850,000*
Surplus—net profit for the period, January 1, 1932
to March 31, 1932......................................
40,000 6,890,000

The balance in the surplus account at March 31,1932, is the $40,000 profit
earned during the period from January 1, 1932, to March 31, 1932.
(4) The following footnote should be placed on the balance-sheet as at March
31, 1932.
* After charging off an accumulated deficit at January 1,1932, of $2,900,000.

(3)

No. 6 (10 points):
A is the owner of a patent on a mechanical device. In order to arrange for its
manufacture and sale, he enters into an agreement with B as follows:
B to advance the funds necessary to manufacture and place the patented
device on the market. B’s expenditures are to be returned to him out of profits
before any division, after which, A and B are to share equally therein.
After a certain period of operation, you are employed to ascertain the amount
due A under the contract, the records disclosing the following:
Advances by B.......................................
$ 50,000
Accounts receivable................................
80,000
Accounts payable....................................
25,000
Sales..........................................................
170,000
Cost of manufacture...............................
80,000
Overhead..................................................
10,000
Inventory......................................................
30,000
Cash on hand...............................................
75,000
(a) Prepare a statement in the form you would render to both A and B.
(b) If there had been an expenditure of $50,000 for machinery and equip
ment, in addition to the items shown above, what would have been the condi
tion, as between A and B, in conforming with the terms of the contract?
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Solution:
(a)

A and B
Net profit for the period . . .
Sales.......................................................................................... $170,000
Cost of sales:
Cost of manufacture....................................... $80,000
Less: inventory on hand....................................
30,000 50,000
Gross profit on sales............................................................... $120,000
Overhead...................................................................................
10,000
Net profit.................................................................................. $110,000
Represented by:
Cash on hand....................................................................... $ 75,000
Accounts receivable............................................................
80,000
Inventory.............................................................................
30,000

Total assets......................................................................
$185,000
Less:
Advances by B................................................................ $ 50,000
Accounts payable............................................................
25,000
75,000
Net assets.............................................................................

$110,000

The problem states that “B’s expenditures are to be returned to him out of
profits before any division, after which, A and B are to share equally therein.”
Expenditures can not be returned out of profits, but only out of cash provided
by profits. Therefore, the total profits available in cash are:

To B, for advances made........................................... $50,000
To B, one-half of remainder of cash........................
12,500

Total to B............................................................
To A, one-half of remainder of cash........................

$62,500
12,500

Total...................................................................... $75,000
(b) If there had been an expenditure of $50,000 for machinery and equipment
as outlined in this section of the problem, there would have been only $25,000
in cash, which would not be sufficient to repay B for his advances. Accord
ingly, no cash profits would be available for distribution.
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